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ABSTBACT 

Cross-sectional analysis of 1971-1972 budget 
elections and expenditure data in 1i1 large K-12 school districts in. 
Oreaon indicates that the "aaenda control^^ and "fiscal illusion" 
nodels predict expenditure levels better than the standard "aedian 
voter" model. The median voter model assumes that district 
expenditures are based on the median voter *s demand for spending^. The 
agenda control model predicts ^expenditures on the basis of' the budge^ 
proposed by the '^agenda setter^ (usually the school board) and the 
"reversion level" to which spending fails if a school budoet fails. 
Both these factors interact with vbter turnout and >incomeI ^9<)rmmunity 
size, and the number of elections allowed on one budget. The fiscal / 
illusion model predicts thatj, insofar as voters lack information on 
•state or federal grant income to the district, they will not redifce 
spending in reaction to grand levels. Tests on the Oregon a?ita 
confirm, first, that school district spending was unaffected by grant 
levels, indicating much voter illusion: and, second, that school^ 
boards or other agenda setters seemed tcT be using the threat of 
re vetsion-level closures* to increase expenditures beyond tqe voters' 
desires. (BH) / 
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,INSTITUIIONAL STRUCTURE OF SCHOOL FINANCE 

> ^ • Major Topics, . 

. ^ , ' • . ' ■: 

I'.' * IMTRQDUCTION . ' \ ' 

II. THE IMPACT OF REVERSION RU|.?S ON^PENDING 

III. rNTERGOV€RNMENTAL" GRANTS 

•IV. FISCAL ILLIJSION AN^ AGENDA CONTROL 

V. THE METH'bDOLOGY OF EMPIRICAL STUDIES ' 

VI. POLICY ISSUES « • 



I. INTRODUCTION' ^ . 

Our research has'two central co^icl usi ons . First, one must 
seriously entertain the hypothesis tliat local funding of primary 
and secondary educratf on Is enti rely unaffected; by-' the level of 
federal and state nonmatchlng grants. Hi other words, a dollar 
,(9f a grVfl* simply^ llicreases total spending by a dollar. The 
funtfs do not i^roVlde local tax r^ellef. Second, In expencllture 
referenda, s^ool boards appear ta exploit the posslb/llty that 
schools can close If a' referendum falls. They appear to use 
their agenda control powers to^ propose an^l. pas/ expenditures 
higher than tfrose deslretf by a majority .of the voters. ' 

Our concluslba- with respect to grants c^ntra^^? s^g"^^'^- 
cantly with the- Qiitcomes expected on the ba/ls of coflyent1onal^^ 
economic theory. Ifo voters were fully Info/med as to the amount" 
of the grint,^ standard theory tells Js tha^, taking advantage of 
^^^ ^^u^ SfTbTe aspect of- noncategorlcal ,/ nonmatchi ng aid, the 
votWs would seek to reduce local ^tax-es. Local spending would 



• then rfse by iubstantlally less/than one cfbllar for each dollar 
of outside aid received. Conseqt*eotl/y , we conclude th^t the 
funding^ process operates as If voters, were entirely unaware of 
the subs^antl al . amounts of funds received by their school 
^ districts. p , , , 

\ These conclusions were developed on the basis of a 
crbss-sectlonal. .analysis of 4971-72 expenditures for the -41.5 
largest K-12 . ^-systems In Oregon.* For this data set,- ^he 
apparent failure to perceive aid was estimated to ha.ve increased, 
expenditures by roughly 30 perc^t*. (See Romer and Rosenthal, 
hereafter RR. 1980c. p. 34): Th^serlousness of our • concl us^ons^ 
Is reinforced b^. th'e fact that'T^al spending In Oregon Is 
yfontroll,ed by^a referendum pro essT where voiersi have an 
ooportunlty ^to have direct impact on the budget. One would 
expe<jt our conclusions \a^so to be valid In envlroruwfts where 
the links between voters and the scjhool finance process are more 
tenuous as v|lien school taxes are'^'«stabl i shed by legislative 
^ bodies, by elected school boards, or by the courts. 

Indeed the depa>tute point of our researcti" was the 
realization that public policy has a critical concern with how 
tlie structure of governmental institutions affects taxati'on ahd 



Our statistical ^nalysis concerned^ 111' districts that had 
schQol budget re^renda. Three other districts. Including 
Portland, faired to hold elections, choosing to operate with 
thejr ,gu*i;'anteed statutory spending levels (the "six percent" 
amounts) plus putside aid. The /concl usions above apply to. 

.these districts afortiori . Corv^lis. which contained a larg6 
university student population making Us census data atypical 

> was alio excluded. r • 
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expendUurejs. A sense of a need' for change is manifest in 
various proposals for increased use of initiative and referendum, 
for tax^ and ^^expenditure limitations, for sunset provisions, and 
budgeting. 

Unlike t\Se research summarized here, economic studies of 



for zero- 
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ocal public Vfinance and, in particular, school finance have 
fticused solely W)n the demand side of government spending. Past 
si udies have asftumed that spending could be modeled in terms pf 
thy demand of sVjme representative voter. This voter is oftery 
characterized hfts having his level of expenditures at the 
' community median |)f preferred . 1 eve.l s. Gaing one. step further, 
some researchers |reat this voter as belonging to a household 
with median incomel (See RR, 1979a, pp. 144, 147.)* 

In our resear(|h on institutions, we have begun to consider 
the supply side of s|)endi^g and how supply and demand interact* ip 
a nonmarket environm|nt (RR, 1978, 1979b). What concerns us most 
is the possibility o| bureaucratic or interest group exercise of 
monopoly pow^r through the use of agenda control. Our empirical 
|Studies for Oregon s"cl|ool districts suggest that the median model 
>e rejected. . Moreo^Aer, we estimate that the use of * agenda 
)ntVoKcan inflate lotally financed per student expenditures by 
15 percent (a someWhalJ conservative estimate) to<|*0 perq^ent (a 
moVe speculative estimate) (RR-, 1980, pp. 17-18). . C 
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ThU report generally |eferi the reader to the several research 
papters thfe project director has written with Professor Thomas 
Romsr rather than repeating longer references to the original 
literature. However, al complete bibliography and copies of the 
resea^rch papers ar^ proV-ided with' this report. « 
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The Impacts^of agenda control and fiscal Illusion on school 
district spending Appear to be virtually Independent, In a 
5tat1st.1,cal sense, for our Oregon data , set.* Consequently, In 
Section II, we first sumnvjrlze the agenda control model. " The 
fiscal Illusion model Is then discussed In the context of- median 
voter models In Section III. The two ^models are combined In 
Section IV,^ which contains an evaluation of<the potential Impact 
- on; spendlrfg were voters wel 1 -1 nf drmed as to the amounts of state 
aid receive<l by thelr^ districts. Some methodol ogicaTI research 
relevant 'to' <|ilr^ substantive 1 nvestjjatlons ^s^ the topic \of 
.Section V. FInalTy, poj icjf Issues ra1s,^d by .the research are 
discussed In'sectlon VI. ' , . ' * 

\ ■ • 

II. THE IMPACT OF REVERSION RULES ON SPEEDING , 
Setters and Reversions - * ■ ( ■ 

Political, economists have only Justy*egun to model complex 
■polltlca'l Institutions,. We have dfem\rately studied ,a 
^ prototypical, simple foKm' of agendj control. The proces^ 'does 
. jesembTe the school operating budget or/ mil lage referenda that 



Because. of the Importance we attach to our fiscal Illusion 
results and because estimating the fiscal Illusion models led 
to complex technical and computational problems (RR, 1980b) we 
did not carry out cert&in tasks listed in our proposal to NIE. 
Specifically-, we did not replicate the Or^on study' in other ' 
states. We have, jiowever, colle-cted a large data set 
cbmparable to our Oregon data, for Michigan. We have, also made 
arrangements for Ohio data, with Dr. Matthew C. Coherf', research 
analyst for the St^te of Ohio Department of Education. We 
expect, that some of our research on Ohio will be in dol 1 abora- • 
tion with Dr. COhen, ' We will be pursuing these replications 
and other . studies -over the next two years under a grant from 
the National Science Foundation. 
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take place In some 22 states. ' In an extrert* case, the schlodJ 
board Is the agenda setter and 'proposes a budget that req.u1r)es 
approva^l by a majority of the voters. , If the 'proposal falls, the 
, level of expenditure Is a 1 egl/sl atl vely or consti tuti ona'l ly 

specified reversion level. . <i 

■ ' ' ' ' 

The reversion might be, f 0|r ^exampl e , last yea^'^ tax rate 

(Arkansas), last year's budget \plus six percent (Colorado), a 

specific mlllage rate (Idaho) or Insufficient funds ta operate^ 

closing the schd-bls,. -Closings have 1 ndeed' occurred In a/t least 

OHIO, Oregon, Illinois, Connecticut, art Virginia In recent years. 

Our stylized example appears to be an accurate r^nesentat i oir of 

^ trw . actual process In Arka'nsas and--w1 th modification to al^oi* 

'for a legally limited number of repeat 6lect1;0ns--Oh1o, Oregon, 
> . ' ~ ■ ^ f ^ ,« 

• Michigan, and several other states. - ) 

• ■ X - I - . 

Our research! strictly would |ptf^ -only to states, in which a 

currerft expenditure referendum, does not affect the re-verslo^ In 

-some future year; This Is the case In Oregon but no^vfor 

example. In Michigan,, where voters,, canfc'enact mlllages that remain 

iTi force for several years. We expect that agenda control will 

"1 . 

also affefct expenditures In .these! "roll your own -/eversi on" 

i ■ I ■'■ ^ • ,~ ■ ■ ' " / i . 

state! . ■ . ■ 

« » . ■ y ■ . 

Budget-Maximizing ^ - ' • 

J . . • r . 

Our research is based on the assumption that the setter is a 
budget-maximizer. Technical ly , /'a somewhat weal^fef assumption is 
possible, ttut the . important aspect is that, • rel ati ve to ^xnost 
^1t1?ens, the setter has a very hl^gh demand for spending. This 



assumption, motivated by technical convenienc^," is supported by 
some descriptive accounts of bureaucracy in^ general and school 
•finance^ in |iarticular. ^mp'irically, our\ work An Oregon . shows 
that expenditure data aye better expl^ned; by assuming a 
budget-maximi'z^ng^ setter who seeks to exploit the reversion than 
by assuming a politician «;ho, seeking to enact the preference of 
the median ^voter, totally disregards the reversion ih his 
decison-making. . . " ^ ' , ' " ' 
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The Setter Under Certainty / 

. Just how does the^ setter, exploit the reversion? Assume that 
the setter knows the preferences of' the entire electorate and 
tha\ there i*s full turnout Ur, alternatively, thaf^the setter 



knows who will vote and also knows th^ preference^^ of t'b^se 
voters). This is the implicit assiunptiorft i n most of th 
median voteij work. " .■ ^ / > 



Fi^st cqnsi'd«r the case' where t^ie reversion is at or above 
the preferred ^speiding level "of the media^n voter (RR, 1^79b^ pp. 
565-569). Clearly, the median voter -and all voters who wa.nt ' 1 d<^er 
spending levels w4 1 1 ' not approve ' any proposal in excess of the 
reversijjn. So. if a majority vpte is required^ foSr approval , the, 
setter is stuck with tife reversion: Of course, if the reversion 
doe5 not happen to /be just at the median voter's Jreferred 
spending leVel, actuaV^pendltig will be in excess of that desired 

by .the median voter. — ^ " 

I ■ ■ ■ - 
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Ne\^ consider the remaining possibilijty: the reversion is 

low the median- vot3^s preferred spe^rtdi^gT level (RR, 1979b, p. 

570). Some propo/als above this level wil-l leave the median 

vcter better off thXii the reversion. Faced with a take-it-or- 

leave-it choice, the median voter--and at least all voters who 

want higher 1 evel s--w/l 1 r vote for some proposal s higher than the 

median.^ The sette/ is able to threaten the electorate with the 

reversi^, and he again obtains a spending level higher than, the 

revensioni^ Just how hi gh . spendi ng actually is depends not just 

on the median voter's preferences but on the 'preferences of all. 

,the voters. Indeed, the pivotal voter may no long^er be the voter 

\ ■ ■ • ^ - I - \ • ■ 

with \tfte med>«-ft- preferred lev^l (RR, 1978, pp. 36-38 ). 

t ' " ': ' • \ ' ■ ' 

Nonetheless, not only does spen^li ng .Exceed the median preferred 

■ . ■ . \j ■ 

level, but, spendiffg increases as th^ reversion falls . Highest 
spending i s^iobta 1 ne'd for an extremely l}wSeverston, suchj as one 
at wouOd lead to closing tJw scffoo-ls. » 

In our empirical -work ork school districts, we hav/ assumed 
titat, in addition to spending increasing as the revers-hon falls, 
Ssp^nding increases dramatically below ,a certain threshold 
reversion. The threshold* can be considered .^o be the level 



nfeetfed tjo keep, the schools in operati on '(RR, 1980, p.\7). 

\ The ^data show that there is indeed a thre-shold. Being' just 
below as against just above the threshold leads to the 15 percent 
to ^40- percent difference in expendi tures--t1}0se be/ow spend 
more--*ie,nti-c^ed eirliejj 
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On the other hand, the data do nbt support the 'certainty 
model. Above the threshold, . expendttur^-v i s Increasing, not 
decreas.l^ng. In the reversion (RR, 1980, p. 16/) 

The Setter Under Uncertainty 

Clearly, however, the setter does) not have the complete 
Information ca'lled for In the classic^ voting models. Although 
community preferences change/(due to such factors as migration 
\and shifts In Income, property holding, artd family size), the 
.Htter-may have fairly good Information about preferences-. In 
tbe Oregon context, district^' have been operating under . the 
current reversion rule sWe 1916.' There has been a^liple 
opportunity for learning. A f^osslbly greaiter source of' 
uncer-ta'tnty arises .with variations In turnout. In addition to 
turnout effects that depend upon the proposal and the 
reversion—matters we have n^t Investigate^*-. turnout Is affected 
by weatheJ* by ^hat, other elections are ion the baflot, and by 
various personal f actors^ concern>1 ng Illness, vacations, etc. 

We have ^Introddced Jnceytalnty Into the setter model In 
the simplest possible manner.' We asume that^ the better maximizes " 
the- e/peeted budget.,^ We^ssumevf urther that each Indlvldu^ has 
a turnout probablltt^ that^l's Independent^ of hi s Xrj/'erences , the 
reversion, a^nd the se(tter'|s proposal. E^ven with this" very simple 
form of uncertainty, few ):onclus1ons can be drawn about how the 
reversion -Effects the level of speeding. \For reversions at or' 
ab|)ve the median preferred level, we know thatj u^rta>fity has to ■ 
J . make the setter* better off than he was In t^e f uiy .1 nf ormati on 
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case. Both the proposed budget an-d the expected' budget will be 
hig^r than the certainty budget, .which, recall, was equal to the 
revers^ion. For very low reversions, such as those which would" 
force closing the schools, we know that uncertainty typically 
works against the setter. 'T.he^uncertainty 'budgel: wi vr" be less 
than the certainty budget. -For less extreme reversions that are 
still below the median preferred level, just about any thi ng ' 1 s 
possible. Expected spending cannot only be greater or less than 
the certainty outcome, but it can even be less than the preferred 
level. Moreover, the expected budge^t can be jincreas>jig or 
decreasing in the reversion.'^ About all that can be done is to 
see empirical ly^whether the reversion has an effect. It does. 

The Reversion^Effect 

Most of the reversion effect takes place at, the threshold. In 
our . sample- of 1 11 , di strlcts , districts that are below the 
threshold had Tl orally fi ne|n^d expenditures that , ><^rdi ng to 
our preferred statristic^l model, were 16.5 percent ftigher than in 
^istr^cts just above the threshold (RR. 1980b, p. 17). 

In addition to the reversion, the other variables in our 
model are median jrousehold inconU,J the tax share incifrred by a' 
home of media/ value, average^ family size, and stat^ 
(noncontingent, lump sum) aid. To ii^crease Ibcally financed per 
ytudent spending by as m^h as it i s . 'i ncreasefl-^en a district 
falls below the threshold, it would be necessary to increase real 
income by. more than 15 percent or to add Nonresidential property 
such that the median home;/t tax shar^ falls by over 40 percent or 



\ 

tax share. 

• / 
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to decrease family size by 60 percent. (Computed from RR, 1980b, 
Table 2, Col. 2.) Policies that v^irl-d- affect any of these 
varlabUs by . the requisite amount are well nigh impossible in 
either political or economic terms. State aid, in turn, as 
discussed ^below, had littl^^if any effect on the amount of 
locally financed spending in^regon. , In contrast, it would 
appear 'that the state legislature could readily aTfect local 
spending by changing the reversion rules * 

Districts That Do Not Hol^ Election^. - , . 

A change in .the re\*ef si on' rul es could also affect 'the' smal 1 ' 
number oY ^i^tricts tjyat^ do . not pass a budget in addition to 
affecting those that are below t»«e threshold. In- the' certainty ' 
model, if the reversion is^above the median i ^eaT" "poi nt, r>o ' ' 
electio^will be fveld^anid the lou:aT portion of the reversi on wi 1 1 
be fuUy spent. Irr-the uncertainty model, if all flections in a 
se^ea^e. fail , the reversion wff 1 1 be fully spent. This local 
portio)i is commonly known as the base.-t' 'Al though the. school board 
j is not obligated to spend its base, ^ud^et-maxlmi zi ng implies it"' 
'i!f^U do so CRR, 1980b, pp. 8-9). V ' > >. ^ 

\ .7? 1nstances^etween^^70-71 and 1976-77;-' school l^pards 
dijl r^t pass a .biwlget. In nearly all such cases-, howe^r, no \^ 
election was held. Such results would -appear to contradict 



The abov^ conclusions are subject to the usual reservati orf<f 
placed ort,,cross-secti6nal analysis. • ' f 



budget-maximization ifnder uncertainty where the setter would be 
'^pected- to exploit fully the available sequence of elections 
(see belowy. This may, however, only reflect the possibility 
.^,at ■ the setter's potential gains are less than H.is^st In 
holding" the election. For exampl e,.' Parti and held el|Bctions only in 
1971-72. *In that year it tried- three tinges to increaie local 
.spending over the base by 10 percent to 15 percent. a1 1 attempts 
•lost by 3-to-2 margi«ns or more (RR 1979b, Table 1). These 
results show that no substantial increase, if vo'ted on, could 
pass in Portland and that perhaps no incriase at all could pass. 
Moreover, in Portlartd's caSe, .its; large size nieans that random, 
^turnout factors will- not be an important source of uncertainty. 

Portland has always assessed 100 percent of its base. As 
eni»oTlment ' fel T by one-fourfh between 1970-71 and 1976-77, the 
base kept increasing at six percent annually. These figures and 
the lopsided defeats of 1971 suggest that Portland's budget 
exceeded the media^ preferred ^Tevei . in the other 57 
observations, ^99. i percent of the total base wa/lissessed (RR, 
1979b, Table 1^ These observations appear toNsupp.drt the 
hypotheses of budget-maximizing and expenditure in) excess of 
median preferred levels. Given enrollment shifts and changes in ' 
the growth rates of real and nominal incomes, it is difficult to 
Imagine that the median preferred level of property tax 
assessments for education would be growin^^at six percent in 
nominal terms. 



r^i^-^ ^Uncertal nty 'and A Sequence of Elections - 

We noted above that variable turnout wm affect the 
setter -s* proposal and expected budget even \f the setter Is 
neutral with regar# to risk and seeks^only to maximize the 
.e;^pected budget. For a given "shape" of the distribution of 
voter pijeferences, how well the setter fares is affected by the 
turnout probability and community size. 

In the case where the setter can hold but one election,- if' 
the setter's optimal -proposal under uncertainly would be above 
What he would receive under certainty, then the expected budget 
Increases as either th« turnout probability drops or the 
community size falls. From the viewpoint of a maximizer of the 
per student budget, the best situation here is to have low 
turnout and a small school district. This circumstance is sure 
to arise when the reversion is above the preferred expenditure 

■ " :. 

level of the median voter (RR, 1979b, pp. 577-578). 

■ . , . ■ ■ _ -.--j.^ 

Inversely, if the setter's optimal proposal under jrfrtai nty 

would be Irel ow what he would rejrei ve^under certainty, then the 

expected budget increases as tcrrnout increases or the community 

size increases (RR, 1979b, pp. 577-578). • 

In reality, the setter is entitled to niore than one .try at 

passing the budget in most states. In Oregon, this number has 

varied between five and eight dates per year, depending on) 

curr4R,. state law. Even if voters voted strategically, the 

setter can never be wors^ off than if only one election were 

permitted, for the setter, can always " choose to hold but one 

election. When voters vote as if each election were the last, we 

• '• ^ . 
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can show that setters 'use a decreasing sequence of proposals. 
The last^proposal w.ni the propos|l that woul|*#be used if just 
one election could be held (RR, 1979b, pp. 579-581 ). In this 
schema, it is obviou|^4h9t the expected budget increas^^s with the 
number of electio^authorized by state lavj^ In 903 c/ses in 
Oregon where additional ' elections were held between 1970-71 and 
1976-77, the amount requested from the voters was raise<| in only 
2.8% of the e^ctions; ,it was cut in 63.11& of th^cises and le^t 
unchanged in' the remain-ing 34.1% (rr, 1979b, Table II). The 
pattern Is/ reasonabjy' ^consl stent wi th the predi ctl ons of Imt 
uncentai rjty model . i . 
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Changing the Tax Base ' 

/ Oregon school districts ave permitted to ho.1 d »el ecti ons to 

J ■ . - 

change the tax base (RR, .1980b, p. 8). Prior to 1978, these 

/elecj:ions were optional. (The elections affected the bas^e only' 
in future years, rather than in the current year's budget 
voting.) Presumably^ changes ^^the base could be used to lowe»^. 
the base in Portland's case and to raise it to less threatening'' 
levels -in districts with existing bases that put "them below the 
threshold. However, proposals to. change the base had to 
originate with the school 'board-setter. In turn, the budget- 
maximizing setter's preferences-'are, under certainty di rectly 
opposed to those of a majoVity of the voters (RR, 198bb, pp. 22- 
23). The setter will want to either raise 't+ie base above current 
spending levels or reduce it toNa very low level, even zero. As 
such, there would be a standoff, and no elections would be held. 



This appears, to be largely the ^ase, sinc"^ onlW 11 o"f over 300 
schdol districts held elections to change the Base in' 1972 and 
only 18.,in f976 (RR, 1980b, Table 5). , -J 

Some of trrese districts tried n«ore than once. Only 5 of 34 
attempts passed, ag^in i,n testimony to the diametrically opposed 
Interests of the setter an-d a majority of the voters. 

Efforts to exploit uffcerta^nty may explain" the >ew largely 
\jnsufccessfiil attempts toTjhai^ the base^ They may. al so. afi se 
^y}^^^'^ frustration^^ IJaving lost three budget elections in 
197ir7 the Portland district attempted to change its base- in ;972. 
^fh^ board proposed a $10 millio\^ i ncreaise- i n base- even , though the 
1971 elections gave a fai rly s^tivtfng signal that the voters wanted 
a lovre.f base (see above). Vhe attempt was soundly defeated. 

Oistr^^^s did itot^D^pt to rai s? .• the^ base just to avoid 
the conse^quences of having to close the schools. Only one base 
change proposal was below the current .s'pen'di ng. 1 evel and two just 
matched it. In contrast, 24 proposals were for a base In excess 
N>f current spending, a request consistent with, short-run 
budget-maximization. An extreme example is furnished by^Medford, 
which requested a $13,500,000 base in a 1976 election when the 
locally financed portion of the b.udget was only $9,324,000. The 
proposal 1 ost . ' / 

In 1978, the legislature forced districts ° into holding 
elections to pass the base.. We do not have data on ,these 
elections except for newspaper accodnts " i ndi ca ti ng that 
substantial numbers of elections were su^ssf ul . Perhaps the 
school closings in 1976 have had a substantial effect. However, 



at. least one, .'Jlstrlit, Pistol Riiver, met ts ^ obi igation by 
raising. Its base from $a to $1!. >or.the present, we are only 
sure, as explained In greater detail 1n RR, 1980b, pp. 24-26, 
that the 1972 -and 1976 e/ectlons were far more supportive of the 
budget-maximizing setter " model than they were of the^ stands^rd 
median voter model . 
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III. INTERGOVERNMENTAL GRANTS ' 

Our discussion of the setter* mecl^nlsm has essentiallj^ been 

. lodged Jn the^ntext ^where each- voter is faced with a tax that 
is - proportional X to some aspect of. his incomA or wealth, the 
property tax being an. example (RR, 1979b, pp. 565-566). The 
^oter ^ndes off private consumption versus public expenditure 
along, technically, a budget constraint thai; is a straight line. 
All of our conclusions, however, ard valj^ for the [weakly 
concave, (RR, 1978, p. 30)] budget constraints thft would be 
genera^d by most forms' of inte^rgovernmental- grants, be -they lump 

. sum,ik|/en-en.ded, or- clo'sed-endeid matching grants. ^ \ 

<.Lump sum grants like rFedfral Title I e<luc^tion aid and ^any, 

statfe educitlon gcants ha,v:e caused problems in- economic analysis. 

■ • ' . ■ ■ • • 

Giving a confmanity^ or school district a fixfed amount of money is, 

■ - • ' . - ■ ,* " ■■. ,^ 

in termsy of tKe stan.dard representative voter or median voter 
models, equivalent , t<J> a shift in the voter's income (barring 
corner, ^o^utions) (RR, .,197^c, gp. .j5-8U EmiM^rical 1^', however, 
several studies suggest, that grants stimulate spending far more 
do the equivalent shi.fts'*'in fn'i^ome (RR^ 1979c, p. 1). Our 
awn study for Oregon reaches this conclusion with resect to 
state aid ■ (RR, 1980c) .. y , r 

■4 





Ftscal Illusion ' . v vjjuJ 

To deal ji^ith these "flypaper ^effects" which lli<jw. "money 
s^^cM where^it hfts", economists have abandoned the classi'Cal 
ml (fro economic model i1i favor of the concept of "fi^^cal illusion.' 
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Attempts to modeVi fiscal mbsion in terms of medi*an voter models 

\ I • ■ ■■ ■ 

have asserted that grants; c rirsj-"'voter s to b-e fqoled Into 

underestimating the price of a^itionaT units^f educatioa or 
some other public fexpentfi turi [ejg., Courant> et al. (1979), Oates 
(i979)]. We beMevfe, howevjbr, that, voters are relatively well^ 
. informed about the price -Of marginal unit4._ Ordeshook (1979 ) 
•-shows that. Oregon v^ptersat^' extremely ^el 1 -i nfoVmed regarding 
their housing value^ (survey responses were checked agains^ the 
actual as?essments) and property' taxes . > At least home owners-- 
who are usually seen as the pivotal voters^— sh<oul d ^ well aware 
Ovp 

jr.raillage rates. 

• ^Where thfe^ voter'^ woul d seem, mqre likely to lack information 
is- with regard to the grant itself. They do not know the total 
dollars available for spending. Such a view is further suggested 
T)y press reports and our own interviews which suggest that-some 
•Oregon school, boartls deliberately' obfust^tfe the.^ amount of state 
aid in preparing thei r budget'4 .' ' \^ 



at they will, bear in any . i ncrease/ i n local spending, or 



We first examine f i seal i 1 1 usi on ' i n the context of 
standard median voter 'model (e.g., Inman, 1978). . In such 



-a 



model we ha//e. schematically,' 



Total per student expenditure, E , 



depefids on- 



median- voter' s Income, median voter ' s tax price; 
• median ❖pter' ? number of ct^lldren, other factors.* 
Consistent with other studies, "IncTm^e" Is essentially 
median Income for the community , and *"chn dren" Is average numb« 
of primary and secondary students per household. "Tax price j/er 
student" is the ratio of median housing value to»4otal assessi 
value, (the price per dollar of total -spen'dljig) mltlpllailfty 
^ total^ enrollment to abdln tHfi^ price ffer dollar of ^il^student 
spending. Other factors, usual ly /demographics whose effects are 
not predicted theoretically, were omitted given /)Vegon's relative 
homogeaeltyi ' 

In what w^ te^rw the grant 11 1 usion model , voters are 
hypothesfzed to perceive Only (1- p)A, wh^re A Is per student%1d 
and p l^-an unlcrtown parameter, if p » o, perception Is complete. 
I'f p ' 1, fiscal Illusion Is complete, ''TherT, 4)erce1ved stude^ 
spending Is E^' - pt, and/the • schematic relationship beconrfs 
Perceived total per stuient^xpendl ture , E , 

depends on . 

median voter' s income (adjusted for^ aid perceptlp/il , 
'^median voter^s tax price", medl^an voter's nttmi^er' * 
0^ children, b\her factors. 



* 



The log-linear equation Is shOwn In RR ri98bc p. ,^7). 



c ■ 
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^.though the local tax' rate i^^based • on 



, the y school 

, ^pendlnja authority Ms ass'umed to get awa/ viuh spending t>e^ 

■ r6sul.t/ng surplus" of - <B^ » oA. ^ 
/ • ^ • a " p " " • 

The gi*ant niu^sion model is equivalent to another model^ 

Vtti^e .Voters^ . misperceive the tt)tal • assessed _ val uation -'gf the 

.y^cffobl district (^R. 1980c. p. 18)! However, .if we ksume jio 

friusion about the grajit (p 0)." tlte~estimates of tax base 

jinus-fon are 1 udi crous, 'whereas the estimate of- grant illusion is 

■ - .. ■ ■ ■ ■ *✓ 

^•re.asonably stable for a ^wlde ra;nge >of assumpti ohs al^out the tax^ • 

. base illuslor^.. 

■ * As alter'natives to ou r grah't i 1 1 u s i on mode.l . we al so 
examined price illusion nwde.Js bfsed on the works of CouranX et\, 
li- (X979) and Gates .(1971).. Coura^t et al . have t'he voters 



Impute the grant to the 1 ocal " tax . base whil e ^ thei r personal 
taxable holdings i|^!||in' constarvi;.^' This leads to a'n underestim.ate? 
°^ the ^e- tax price. S/e estim<^ed t^b variants, 'dubbed one 
shot and iterative, of thei r model . In the one shot model . the 
unperceived^surplus is fully expended as in the grant illusion ' 
model. Another process operates in ttie iterative case. In both 
variants, we^ had to introduce a parameter piat capitflizes the 
flow of the yearly grant into an equivalent' addition to assessed ^ 
valuation (RR. l'980c'. p.. 12). Dates also develops an 



underestimate of the true -tax prices basically by claiming that 



the true tax price is multiplied by (E - 0A)/E 



Both the Oatfes 



and Courant et al . models were subject to detailed cri ti ci sm ^on 
theoretical grounds (RR. 1980c). 
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Empfrlcally, the grain niusion iiodel is preferred both to 
the standard median voter (^model and to the altertiaSive ^prlce * 
mus.iai> models. Table i, r^proj^ced ; fr>>jn^ rr 1980c , shows the ' 
results. They strongly indicate that fiscal illusion is complete 
Mp .close to 1.0); ^x^-They are the'baSis for the 'conclusi-on 
mentioned in the Introduction, that a doKar of a grant increases 
total spending by' a dollar. ^ ' - » . 

The fol lowing subsection contains a detai 1 ed di scus^i'on . af 
the^results for \trte med/an voter-fiscal M 1 1 usi on ^model s . 
(Ffontecffinically-or^ierfi^ed readers may choose to skip th^s p'art.)" 



Empirical Results 



. ' TM various illusion models were estimated usi ng J^he Ful 1 

Iriforifiation, Maxiifium LtkelJhSi'd procedure {Fiwh of 1;hXwel 1 -known 
TSP ' parckage, with standard errors calculated by /he method of 
Ber^it et al . (1974) . To summarize briefly W,,^^^^ 
in Tab^le 1, the^ grant il lusion model an// tifk one shot model 
Oearly dominate th^ iterative and OateV/model s . A substantial 

/ degree of illusion is indicated. The illusion paramiter is 

estimated to be ni^rly one (.971) in the^grant illusioi model 

and, if not' constrained, substantially greater than one in the 

one shot and Gates models. Our contention that the setter is. 

likely to spend any unperceived surplus is supported by the very 

poor pepformin'ce of the iterative mofel . -Within the constraints 

imposed by *the log-linear demand function and theoretical 

.. 1^ . ■ ^ 

considerations, the grant i 1 1 usi on' and one shot models provide, 

in a statistical sense, nearly identical improvements over the 
Er|c . %n , ' vX' 



r 
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fun. information median vpter model. The caveat concerning "the 
- constraints imposed by the log-linear demand function" must be 
^ t>*en seriously. Tj|e substantial *iacrease in the likelihood (to 
^ -678.56.) afforded^ by the uriconstrai'ned one shot model ,^ven 

- thoug/(^the estimated illusion and capitalization paramete/v^l uei' / 
(3.264 and 32 . 660 , • respecti vely ) are implausiblej discHoses that 

- our formal models have failed to capture Important aspects 'of the" 
statistical information in the data. This fliiy be due to s^r 



)me 



combination Of (a) inappropriate mode^^ of 'illusion, (b) the 
log-linear fn^nction being an Inadequate specification of demand 
or (c) incorrect speci f tcati on of the po 1 i ti ca 1 - i ns ti tut i o n 
process. While we i nvestigate^the 1 ast .i)rob,l em in Sectipn IV. we 
will continue tjo^^be^plagu^d by . some degree of specification 
error. An imporia^t^ advantage i n continuing with the ^g-linear 
form--and, indeed, in presenting ^he^median voter models, in Table 
1 before estimating the setter model --i>^i nX preservi ng 
y- comparability with the previous^l i tterature. ' 

We now discuss Table ,1 in detaife T columns 
serve to present the fully informed medi ajj^voter benchmark and to„ 
show the. small discrepancies in asymptotic standard errors as 
calculated by FIML and the qonventional standard errors resulting 



from OLS. 



• 



The grant i 1 lusi on , model 1 eads to a highly significant 
improvement, -in the likelihood. The asymptotic chi-square 
probability (with 1 d.f.) is .15xlO-^. This result is mirrored 
in the i 1 1 usi on^ parameter' s estimated value being over six times 
the estimated- standard error. The value -of .97, however, is not 
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sigrHflcantly different from 1.0, of fearing strong support for a 
fun flypaper effect With respect to the median vo^'ec model, 
the ela^sticities 0|f income, prNce, and ^fumber of students' all 
Mncrease substantiaTTyj over thei r' estimates in the fully |nformed 
median voter model. > S ' ' . \ 




If no^ constraints ^re placed on parameter values., '^he one 
shot model gives a still higher value f or the , 1 ikeli'hood 
function. At the maximum, Wwever,- the" capital ization parameter 
appe-ars excessively lar^ an\^|ffore importantly, the illusion 
parameter estimate of .3.264 is^^i^nt %om one. '(the standard 
error b/jirvg only . 283,) . ' Thi s^s ^cl^arly. unacceptabl e since^p > 1 
♦would fmply that voters would decrease thei r^effective disposable 
income upon receipt of the aid. Imposing ttie cons^trafnt of p » 1 
5;'9nY1cantly lowers the li kel i hod^d^^^^f^chi -square probability 
(withj 2 d.f., appropriate since/ltheyconstraint is imposed ex 
poJI) is .16x10'^, nearly identipiJ^o ^the grant ill,usion model 
result. ' 

Pinning down the reasonable values to be expected for the 
capitalization parameter is, at the least, difficult. The 
estimate of 19.4 suggests that , ' ceteri s paribus , the same 
spending woa-ld result from a grant as from the addition to the 
tax base--holdin^ the number of children co^nstant--of an assessed 
valuation 19 times the amo^jnt of the grant. ♦'^,w> conjecture that 
this tradie-off wefgHt^ the grant excess iv(ely<^ Coupling this 
conjecl^ure with the observatioji that the one sfrot model reaLlly 
places ^n^^^ on the illusion parameter and wVth 



I/' 



— our previous theoi^tlcal reservat-f on« , we adm^t" to a preference 
for the grant m'usion mo^dell . 

^ • Tbfi rtfsuTts*we objafeed-^or the ^Uerati vetmodel were clearly 

. ifiacceptabl^. The . extra pe^rameter introduced pVo-b-lems of 
identification-. The extreme v^ues found for ' the weighted 
average ari^i 11 usion parameteri-)wi tness the identification 
probl em, ^e^ weighted average i^jjameter o is obviou^ above^ the 
upper b^ti4 of 1 and, i.a addjtion, the .capi,tal i zation\ parameter 
is ne^aftive. " ' - ^ 

Whten the constraints p a || are imposed, convergence 

oceurs readily but the capitalization parameter becomes 

excessively large.. Moreover, the- likelihood is only margin2illy 

■J greater than that ofj the fully informed median voter model. 

The Oates, model also has a problem ffith unacceptable 

Y>Pa''a"'eter estimates. In addition to its likelihood being below 

that of both the grant illusion artd one shot models, /the estimate 

■ ■ ' ^ .! ■ 

of .1.68 Tin eq. 21) of the . illusion parameter is t^ large* 

V-T^**^ve^to one. Indeed, as wa,s the case folr the one 'shot mttdel . 
constraining p to 1 forces a substantial dr^p i,n the likelihood. 

The estimated elasticities for income, price, and students 
a^reconsisterTT^ith the range of value found in earl ier [studies 
of school expenditures (see Denzau, 1975) and, for irfcoinii and 
price, local spending more generally. However, the resultssYKo 
show that fiscal illusion is an important addition to the earljier 
studies. 
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Institutional Theory \ ^ - < 

_ .;n adtfltlon to fl45caj m usi on i» the ' f adyt thTt, grants' an^ 
Inc^e .differentials do rrtt have f^entlcal effects, may reflect' 
institutional consi tfftrali1o|i/s Specif leal ly,. unl Ike, the medla^n. 
vot«Y raode/^ the .setter feel does" n^, even without fiscal 
Illusion,, predict Identical eff»^$ f^om a lump-sum grant and an 
equlvale.nt^'fncome shift (RR?^r980a, ,pp. 13-22)-. The *r^on Is 
,-thai^^ granf Changes both Voters' Incomes, iljii^, the reversion vthlle 
the e\u1valent Income shift changes Incorties ohiy. 

To elaborate th^^ point, consider * schoQl" ; dls.tJrlct where. 
Incomes rise but state and fedftVal aljl 'and the" share of local" , 
j^roperty w^altji remain unchanged. The aid, baVrlog'" the district 
falling som'e operati ng thresh^l d. Is avallabl'e forspending : 

even If the voters turn down the sletterls prop^^sal. The, sum of 
ald'^and any local .expenditure that Is not subjett to voter a-^ 
pproval, such as an amount^ Increasi ng nominally *at six percent, 
constitutes the reversion. Thus, a simple rlse^n Income does ' 
not Chang* the re.verslon.^ contrast, Increa^eV^ln grint levels 
l.^adlng to an ^'e^qulvflifent" 1 ncome ' 1 pcrease do change the 
reverslpji. The s/:hool district now has more money to spend 
without the voters' approval. ^ 

We^have examined th^^pctal case where "the pivotal voter Is 
the same Individual befoiftfjnd a.fter the l^ncofw or grant (RR, 
1980^, pp.M3.22). For vej:y^<w re<^e^rs1on^;-.tU grarit reduces 
the ^^tter's al^lllty to ^hr4aten voters. Consequ^tly, spending 
would Increase less rapidly with a grant than wlth^^n Income 
shift. This Ts ♦at odjls with this, empirical observations. 



However, for moderate reversions, spending can readily Increase 
. more with a grant than with an Income Increase. Finally, for 
very h1.gh reversions we are guaranteed that spending will rise by 
the amount of the grant but remain totally unchanged by an Income 
Increase. 

i , ■ • •'. 

Cut-Off Grants 

The preceding discussion of the setter mechanism has been 
based on the 'assumption that grants and local InstltutlorAnduce 
concave budget constraints. This Is nteded to obtain the central 
result that, for low reversions, spending under certainty will be ^ 
Inversely related to the reversion. 

If grants Induce nonconcave budget constraints, there are In 
general no strong results. However, a potentially Interesting 
sj)ec1al <^ase can ^e considered. (T|e following reinterprets 
Proposition 2' In RR, 1978.) Assumed ump-sum or matching grant 
flnancln^g of a local educational program. However, the grantor 
desires to "punish" "rich" or "1ndulgent"rspenders by cutting off 
all aid 'If spending exceeds a certain level. (Concavity falls 
because of the cut-off.) All of our previous results continue to^ 
i«pply to this case. 

While we are unawaj^e of any education grants of this form, 
cut-off grants do seem to be approximated in at least one area. 
Consider total financing of a mass transit system^ other than 
operating re^nues. The subsidy is composed of aid and a local 
subsidy. The local community has a trade-off between financing 



from operating revenues and the subsidy. if demand Is suffi- 
ciently Inelastic and the bddget must be balanced, the subsidy 
will fan as operating revenues rise. Now San Francisco was 
threatened In early 1980 with a shut off of Its state subsidy 
because operating revenues were too small. Thus the mass transit 
grants would seem to be of the cut off type. The San Francisco 
MUMI loses aid ff it "indulges" iff too much subsidy of its 
riders. Were referendum voting to%e used to decide spending 1n 
a context where "cut, off" aid was used, our analysis of the 
settej^model would continue to apply. 



• / 
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IV. FISCAL ILLUSION AND AGENDA CONTROL 

Because the grantniuslon model c^^ter rnlsperceptlon of 
state aid and^ the setter model offer a 1 tV«;iia 1 1 v e explanations of 
the flypaper effect, ^1t ,1s of Interest to c^lJHoe the two. The 
schematic becomes: 

Perceived total per student expenditure 
depends on 

. f^come. Price, Students, Other Factors, 
and Reversion Effects . 

Empirical Results 

• The model shown In Table 2 adds two reversion variables to 

s 

the grant Illusion model shown In T^ble 1. The previous 
estimates for Income, price, students, and especially. Illusion 
are virtually unchiBgiBd. (Correspondingly, the reversion effects 
are very near to those claimed In Section I.) Since the Illusion 
parameter Is statistically 1 ndl sti ngu 1 shabl e f ro1n , 1 . 0 , the 
flypaper effect for state aid In Oregon appears to be explained 
by the Illusion model and not by Institutional considerations. 
However^ a subtle Interaction occurs between the aid perception 
and the reversion effect. If a,1d were In fact fully perceived, 
many school districts n«w estimated to be below the threat 
threshold would rise above It, leading to about a 15 percent 
decrease In' expenditures In those districts. 



Of course, this statement assumes that the other parameters of 
our regression equation would remain unchanged. 
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A more dramatic decr^ease in expenditures that would result 
from a fully informed (p » .0) e^ctorate woi^ld occur " through 
elimination of the simple flypaper effect. In all districts, 
removing flypaper would be estimated to drop expenditures by 
about 30 percent. (Other effects of much -smaller magnitude 
woirld, to an extremely slight degree, offset the threshol d - and 
flypaper considerations and increase expenditures. See RR, 
1980c, p. 35.) 

Because these findings show large potential di^erences in 
spending, if voter information is changed, they should be subject 
to substantial additional research before firm conclusions are 
reached. On the one hand, they definitely should be confirmed 
with time-series- as well as cross-sectional data. On the other, 
the possibilities for. changes in spending, either by changing the 
reversion rules dr by changing voter inf ormati'^on , may be muted by 
collective bargaining considerations. In 1971-72, Oregon 
teachers did not engage in collective bargaining and had never 
struck.* The situation changed dramatically in the past decade. 
Ofr models do not explicitly take collective bargaining into 
account. Thus, they require testing with more recent data. 

Fiscal Illusfon vs. Institutional Models ' 

Fiscal illusion and institutional approaches need to 

\ . 

continue to. be considered jointly i n ' future work . While the-' 



* K^A^^ on interview with Oregon School Board Association 



. . f / . * 

°^ state aid in Oregon appear to be wholly or 
jtrifi}}^ 'ignored by the^^voters, voters appear to be more aware 
'Of Jthe./trartsfer "(Ustricts received from (largely county-wide) 
•'^'1^*'^^^^^ (RR, 1980, pp. A2-A4). ' Unlike 

f S;t^te aid, removing the lED receipts from the reversion, income,' 
*" ^''vif^"^ worsens, 'rather than improves our statistical fit. 
Thus, t!# efVect of ctrai^ges in lED receipts vs.' changes in income 

; .1.'/ \ • ■ • " ' ^ * 

would '^|g)vear to conform to , the prXc^di^nS- discussion whereas 
Changes in .state aid have effects that appear to operate through 
^fiscal illusion. Now the lED p^ayments are financed through 
property taxes that are earmarked for education. The lEDs 
themselves had constitutional reversions and conducted elections 
to obtain higher funding levels. The allocation formula was 
stable through time. in pontrast, state aid takes a route that 
is more opaque to the voter. The funds come out of general st.ate^ 
revenues. Both the level of funding and the allocation formula 
have been jsubject to shifts over time. Thus, the, differential 
effects we have observed for lED receipts and" state aid appear to 
be consistent with others' observations that fiscal illusion 
relates to voter information (RR, 1979a, pp. 160-161). 

Since the regression results indicate full perception of the 
lEO transfers, which are essentially intergovernmental lump-sum 
grants,- lED funds may have induced significant effects opposite 
to flypaper through their ^pact on . the reversions. The lED 
transfers were abolished in 1978,. Elimination of the lEDs should 
have significantly lowered the reversion for many districts. 
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Thus, analysis of 1979 or 1980 expenditure difa would provide art 
Importai^t test of our model, c * ' 



V. ■ THE METHOOOLOGY OF EMPIRICAL STUDIES 

In RR, 1979a, we developed an extehsive crUlque of studies 
that we,re based upon, the median yote,r model or even proposed to 
test it. 



1. 



All of these studies encounter an Identification problem j^^ 
named the multiple fallacy (RR, 1979a, pp. 144, , 148, 150 ) . Even 
if the median voter model statistically accounted for jhe data, 
there is no way to tell if expenditures are everywtfere* at the 
level desired by the median voter or are, say, twi ce or one-hal f 
that level. A simiUr problem arises in our own regressions. We 
can only say that the reversi on\has an effect on |pend1ng, not 
how spending is relative to the median voter/s preferred level. 
(In any event,, in a society that strongly protects ininority 
interests on the. one hand and requires supramajorities fo»£ 
constitutional amendments on the other, there is clearly no 
norrmative reason to focus on the median voter's preferences.) 

A se.cond problem encountered in the earlier literature is 
the fractile fallacy (RR, 1979a, pp.- 145, 150. 153). * Mo ijrevious 
studies we are aware of test whether median income gives better 
predictions than other fractiles of the income distribution. Our 
own research (RR, 1979b, Table 4) ihows virtually equal fits for 
all income deciles from the second to ihe seventh, the fourth 
decile actually giving a slightly better fit than the fifth or 
median decile. We tha| suspect that the characteristics of the 
pivotal voter cannot |e sharply identified on the basis of 
aggregate data. The blsic reason is porporti onal i ty in income 
^istributfons across <^«ss-sections . ^(See RR, 1979b, Table 1.) 
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' A third methodological problem, tha t "of . aggregati onV has 
been identified by our research associate, R. Filimon (1979);. in 
econometric studies o^mand' fo^ private goods, it is common ^to 
use as regressors average income and other averaged character- 
istics. Lau (1977a, 1977b) Snd others have " shown reasonably 
conditions where this process will allow-, using aggregate data 
consistent estimation of the underlying demand of the "Average?, 
or "representative" consumer. The aggregation works largelL 
♦i.because markets clear by averaging, processes. 

In contrast, the regressors i n . studi es of the dema^jp fQtf"K 
publicly provided goods ' are median income and other medikrt'' 
statistics, reflecting the "pivotal" nature of the iftodels b'7 theyk 
of the, median voter or' setter variety. Filimon has shown- th*if 
such a process can lead to considerable bias in estimation The 
/->^as is unlikely, to v^ish as the voting popul ation lj|ftCome^ 
Itf?^ jThis means that estimates of the demand for publiclii.^, 
provided goods, including our own. shoul,d be greeted with mor; 
skepticism than similar studies for market goods^. Meljllods for 
the analysis (^f ' pol i tical resource allocation regSr^uch 
further elaboration. y ^' " 

A final methodological comment is that earlier, studies 
rarely test median voter model against alternatives; (The, setter 
model is one possibility.) Bergstrom e^nd Goadman (1973 ) did show 
that estimates of the same demand model varied widely across 
states.- Since they controlled for a large number of economic and 
demographic variables, there is a suggestion that institutional 
differences among states i.are crucial. In their extensive 
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•studies of Switzerland, Pommerehne a^nd his associates hive Indeed 

found, like we have, that Institutional considerations do make a 

great difference (RR, 1979, pp.'^ 151 , 160-161 ) . 
♦ . 

♦ ■ 
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VI. , POLICY ISSUES , . ' 

•- Our polfcy discussion ^s couched in terms of What one would 
do ^to .either raise or^ower expenditures. While the preceding 
discussion has often been phrased in terms of how much 
expenditures depa/t from those predicted by a median voter model 
we do not seek to give any normative weight to the median voter's 
preferences. Neither in social theory nor in U.S. political 
practice can one find just^f-ication for basing policy on majority 
rule. We note both that courts have often protected "minority 
rights" over legislation passed by i*%Jority rule and that 

- ■ •• # , .... 

supramajoritles are required in certain state referenda, in 
certain votes in the U.S. Senate," and to amend the constitution. 
Thus we are content to indicate, rather than evaluate, changes in 
spending that might be induced by institutional chahge. 

1. The reversion is an impoVtant policy variable in 
referendum situations. Those seeking to expand expenditures 
should favoj reducing reversions to zero or i ncreasi ng. them far 
beyonrxf current spending levels. Those seeking to limit 
government expenditures will look for moderate reversions. In 
many cases, expenditures would be lower if the new reversions 
were' set somewhat below current sl)ending levels rather, than at 
current spending .levels. (For Jurisdictions with historically 
Tow reversions, current' spending will reflect the setter's 
threat. ) \ 

Even if reversions can be modified to reach some spending 
goal in the short run, there is the problem of drift in time. No 
automatic adjustment of the reversion, whether stated in nominal'' " 
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t.r.s or inaexeo. is ,U,ly to work ver^ well over', U., period 
For e„™p,e. ,„ , ,,,,,, ^^^^ 

inco™.. a reversion based on -«lM Indexation win ..^ickly 
generate . spending ,ev^, MgheV than that 'desired 
voters. \ 



Consequ^tly. thought should b,-,i,en to «o,ify,„, the 
referenda, process, if the „ediin voter outcont was .«ired the 
Florid, syste, described by Ho,co,b, (1,771 could b. u.ed ' In 
that syste«. each voter .rites his pref,rre^ ,ev., of .xpe„diture 
0" the banot. and the «edia^is enacted. Tha^this ,,„e» has 
disappeared even in Florida says ion, on the estee, panted the 
median voter^ 

A,ter„.ti»e,y, s,™e for« o,' ,„niative coupled wnh the 
s.h,o, board^s proposal could be considered. Setters .o„,d be 
-ore constrained if they had to win against ^o«e pr„,sa, other 
than the reversion.. 

2- With respec» to uncertainty, tho larger 

expenditure, should seek to increase the number of .l.ctions 
mailable to pass a budget or ,i,l,ge. ,nose seekin/ to „™u 

.xpenditures would prefer Just one election. Tho i„, „ 

H»it .xpenditure, ex ante should th„ b#. prepared t, p,y t^e 
cost Of occasional school closing, po,t. uit a, th.y n,. ,re 
prepared to pay the cost of lengthy school strikes. 

3. Kith respect to grants, thos. seeking to increase, t^il' 
spending should foster fiscal illusion with resp^Tct t. g..f, 
State Vnd. federal grants to local Jurisdictions should te giJ 
«<ni.,i; publicity. Those seeking to -reduce local t.«s 




receipt of the grant should give maximum publlcUy'to the grant. 
This can readily and cheaply be done. In the era of computer- 
printed, return address labels, the IRS ffoul d • readi ly inform 
taxpayers of the per student and per capita 'federal aid his 
school district and municipality have received. The state income 
tax forms coul|be used to similar effect. Referendum ballots 
could inform voters about outside aid a^nd' total spending as well 
as about the artiount of local lines. ^ r 

A potential consequence of more, information, however, is 
predictabiliiyr for the grantor. Especially in - the case 
where, fiscal illusion promotes "pure flypaper." a state 
legislature can be relatively certain, as iff Oregon, that an 
additional dollar of state aid wJ^VtialVe minimal impact on local 
taxes. If voters haveno illusion about the aid, the response is 
much more difficult tb predict, e,ven in the simple setter model. 
In turn, other state and 1 ocal 'f1 nance ^i nstitutions are even more 
complex than the setter-referenda situation. 

4. Extreme ciution should be exercised in using any current 
economic models of llocal public goods for forecasting purposes. 
The models are generally cross-sectipnal and the stability of 
^eir parameter estimates have not been subject to verification 
with time series. They all may have severe pra|||ins of 
aggregation bias. Because institutional factors are notTWdeled, 
estimates .based on one ^state's data will usually be wholly 
inappropriate Mn another state. 

With respect ' to edacation, the problems caused by the 
presence of private school alternatives (not a raa.ior- nrohi < « 
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Oregon), have not been adequately modeled. (RR, 1979a\ p. 157). 

5.,. with respect to consoH datlons , larger districts ha^e 
less uncertainty from turnout variations, ceteris paribus . The 
degree of uncertainty In turn Interacts with the reversion to 
^ affwect expenditures. 

V , > 

A more systematic effect on exp\nd1ture from consolidation 
policy may result^as follows. Assume Ctp setter Is himself a 
voter but comes from the high end ^of^ the distribution of 
preferred expenditures. In a small, homogeneous community, the 
setter's preferences, will be nearly Identical to those of the 
median voter. But, as the community grows larger and more 
heterogeneous, the setter's preferences diverge from those of the 
bulk of the electorate. Thus, In addition to causing voters to 
believe that the schools are no longer "theirs," consolidations 
can intensify the conflict Inherent l-n the setter si^tuatlon. 
Indeed, we suspect that the setter model Is accurate only In 
reasonably large communities. We note to this effect that the 
budget more frequently passes on the first try In small 
districts. . 

Consolidations can lead to monopoTj< power via the setter 
mechanism we have- described. They accentuate it by limiting the 
voter's ability to more among competing jurisdictions. 
Consolidations may have benefits with respect, to racial 
Integration. We doubt that they also have general "economy of 
scale" benefits. Any benefits should be weighed against the 
costs of developing setters with monopoly power, a power that is 
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acctntuated by the reduction of opportunities for spatial 
mobility. . m 

* ■ k ' 

To Improve predtctlve capacity, In addition f6 further^ 

theoretical work, data collection procedures need to be improved. 
The preponderance of cross-sectional work has resulted largely 
because the census Is not annual. Enrollment, voting, and 

e annually. A key vai;1able, resi defit^al 
and nonresidential property assessment breakdowns are generally 
missing at the school distrlc't level. Variables like median 
Income and median housing value are generally taken from the 
census. Better property assessment dat* could b« had relatively 
simply by annual sample audit of assessment rolls In a sample of 
districts. Annual Income data would be more dltQ^cult to obtain. 
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TABLE 2 

SETTER MODEL WITH GRANT ILLUSION 



CoeffMclent 

Constant: Bq --2.464 

(1.592) 

Income: g 0.823 

(0.174) 

Price: s, -0.367 

. (0.055) 

Studen'ts/Farally : g -0.270 

(0."078) 

Reversion' Threat: 0.151 

(0.*043) 

Reversion Slope: 85 ^ 0.184 

(0.076) 

Reversion Threshold: u 211.60 

(38*40) 

Illusion: p "^.^73' 

(0.203) 

Log-Likelihood of Total 

Per Student Expenditure -682.34 
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APPENDIX 



STInJ?"* Rosenthjl (1978. 1979a. 1979b. 1980a. 1980b and 1980c) 
are enclosed as the Appendix. 
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